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WAR AND THE REAL ESTATE FACTORS 


N this report we are bringing up to date the charts which we published 

in September at the beginning of the present war. We have now had four 

months of war and have some basis of comparison with the World War in 
1914. 


The chart above shows a comparison of real estate activity in 
the pre-World War period,during the war and the period immediately after, 
with real estate activity from 1933 to the present. The World War curve 
is drawn in red, the recent past in black. The two lines are so drawn 
that the beginnings of the World War in1914 and the present war are 
superimposed. 


This chart especially, is one in which no similarity can be 
found between the reactions in the two wars. In each case real estate ac- 
tivity followed the trend which had started long before the beginning of 
the war. Had there been no World War in 1914, real estate activity would 
in all probability have still drifted down much as it did, due primarily 
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to the fact that the boom of the early nineteen hundreds had oversupplied 
the market. War or no war,we expect real estate activity to increase now 
as a natural reaction from the lows of the nineteen thirties. We think 
that in 1940 it will cross the normal line. 


The chart above on industrial production is based on the fig- 
ures compiled by the Federal Reserve. It is not adjusted for population 
growth which accounts for the relatively high levels of the last few 
years in relation to the pre-World War rates. 


The recovery in industrial production since the summer of 1938 


has been truly remarkable and only the later part of this rise can be at- 
tributed to the war. 


Clearly, the December,1939, level cannot be maintained for long 
without interruption. We believe that currently the rate of production is 
above the rate of new orders and that after a period of catching up, in- 
ventories will start to accumulate. Business executives are quite cau- 
tious, however, and will endeavor to keep the machine in balance. In our 
opinion, January will do well to approach 120, with February around 115, 
and March still lower. While these levels are considerably below the Dec- 
ember figure, they are far above the 1939 figures for the same months-- 
January 101, February 99, and March 98. 


Should the European war this spring leave the "sit-down strike" 
stage and become a really destructive war, industrial production would 
advance faster than otherwise. We think this is entirely possible, but 
regardless of European developments, we think 1940 as a whole will exceed 


1939. 
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NOTE: THIS CHART IS BASED ON THE ESTIMATED NUMBER OF NON-FARM RESIDENTIAL UNITS BUILT so 


IN THE US. BY l2 MONTH PERIODS. MONTHLY FIGURES AS PLOTTED REPRESENTS TOTALS FOR THE i!2 
MONTHS PRECEDING 


In our forecast for new building in 1939 we said that "it seems 
to us as if residential building might increase by from 40 to 60% in com- 
parison with 1938." According to the F. W. Dodge figures for contracts 
awarded in the 37 eastern states, residential building in 1939 exceeded 
1938 on a dollar basis by 35.5%, and, on the basis of new dwelling units 
by 55.0%. Our forecast was higher than that of any other group. 


We forecast an increase in commercial building of from 10% to 
30%. According to the Dodge figures, the increase on a dollar basis was 
14.5%, and on the basis of floor area, 16.8%. 


Our forecast for factory buildings was an increase of from 25% 
to 45% above 1938. According to Dodge, the increase, on a dollar basis, 
was 44.5%, and on the basis of floor area, 76.0%. We missed on "Other 
Construction" which includes a great deal of government financed work. 
Our forecast was an increase of from 10% to 25% over 1938; the actual was 
4.2% below 1938. This over estimating of government construction caused 
us also to over estimate total construction. We estimated 25% to 50% in- 
crease over 1938; the actual was 11.0% in dollars or 19.6% in floor area. 


Our estimates for 1940 are as follows:- RESIDENTIAL building,an 
increase of from 5% to 15% above the 1939 total; COMMERCIAL, an increase 
of from 10% to 20% above the 1939 figures; INDUSTRIAL, an increase of 
from 25% to 60% above 1939. Other construction will, we believe, show a 
loss sufficient to reduce the 1940 total construction figure from a mini- 
mum of the same level to a maximum of 10% above 1939. If the U.S..should 
become involved in the European War, or if war should terminate suddenly, 
these figures would need immediate revision. We think that neither is a 
probability for 1940. 




















Our reasoning in brief behind these forecasts is as follows: 


RESIDENTIAL BUILDING:- Under private initiative, residential 
building takes place for only two reasons, the first being that buildings 
can be built at the current construction cost level to sell or rent in 
competition with buildings already standing, and the second being that 
financing is so easy that the profit which the builder makes will equal 
or exceed the assumed equity in the property. 


Our forecasts a year ago were made under basic conditions far 
different from those prevailing today. At that time rents had been ad- 
vancing gradually for a number of years, vacancy had been dropping, and 
construction costs had been fairly constant. In the face of these facts 
we felt warranted in forecasting a 40% to 60® increase in residential 
building. In looking at the same factors today, however, we find that 
during the past year, rents have shown practically no change in most 
cities, and have dropped slightly in others. Vacancy has not been re- 
duced, but is slightly higher today in some communities than it was a 
year ago. Building costs have advanced by about 4%, with the probability 
of additional advances during 1940. The figures of the Federal Housing 
Administration would seem to add further confirmation of this change in 
basic conditions. A year ago as we went to press with our forecast issue 
mortgages selected for appraisal by the F H A were exceeding the corres- 
ponding month of the preceding year by anywhere from 115% to 160%, and 
mortgages accepted for insurance were exceeding the preceding year each 
month by 85% to 118%. Now the reverse is true. Both mortgages selected 
for appraisal and mortgages accepted for insurance have, as a rule dur- 


ing the past few months, been slightly below the corresponding months of 
the year ago. 


On the other hand, it seems likely that residential building 
under the direct supervision of the government will run higher in 1940 


than it did in 1939. This will offset to some extent the unfavorable fac- 
tors listed above. 


Another factor which should carry some increase in 1940 in res- 
idential construction is the new provision for insuring loans on $2500.00 
houses with only a 5% down payment. We think that this will open a mar- 
ket which has previously been untapped. However, we are inclined to be- 
lieve that this building will not catch hold immediately, and that more 


can be expected in the latter part of the year than in the first part of 


the year. ’ 


Attempting to balance the favorable and unfavorable factors has 
led us to the opinion that residential building in 1940 may range be- 
tween 5% above the 1939 figures to 15% above. 


COMMERCIAL BUILDING:- Our forecast for commercial building is 
based on the following factors: During 1938 and 1939 office building va- 
cancy showed a very slight absorption in the average city. At the present 
time it runs 17.7%, a figure too high to justify any great volume of 
building. There are a few cities, however, where office building vacancy 














at the present time is quite low. Of the 56 cities shown on the office 
building vacancy chart in our November 24th report, 14 had a percentage 
of vacancy of 10% or less. In some of these cities there will be oppor- 
tunity to build additional space, but in our opinion there will not be 
much commercial building of the larger type for the next two or three 
years at least, since this type of building always follows rather than 
precedes a real estate boom. There is opportunity in most cities to 
build shopping space, since a great deal of the present shopping space is 
neither well located nor designed. It is largely because of this build- 
ing of stores and shopping space that we think commercial building will 
exceed a year ago by from 10% to 20%. 


INDUSTRIAL BUILDING:- Industrial building fluctuates with in- 
dustrial earnings almost entirely. We are assuming that 1940 is going to 
be a better year for industry than 1939 with some plant expansions. The 
forecast of a percentage increase of from 25% to 60% above 1939 may seem 
large, but it must be remembered that there has been relatively little 
industrial building during the depression, and that even a small volume 
in 1940 will constitute a large percentage increase. 


=—_ 0 <——— 


difficult to forecast this year. The wiser 

course would, undoubtedly, be to refuse. How- 
ever, aman faced with concrete decisions to make 
on real estate cannot refuse to make them merely 
because clouds obscure a clear view of the future. 
A lease must or must not be renewed before a cer- 
tain date; an offer must be accepted or rejected; 
a@ property must be held or let go under foreclo- 
sure. These decisions cannot wait until clouds 
lift or the light gets brighter. 


|: is superfluous to state that it is unusually 


Realizing this practical problem,we have 
done our best to interpret the forces which can be 
measured. We are not making these forecasts, how- 
ever, as final pronouncements for 1940, but rather 
as the best opinion we can give in January, to be 
revised from time to time as the year progresses. 
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INCOME,EXPENSE AND NET RETURN 
THIRTY FAMILY REINFORCED CONCRETE APARTMENT 


N the November, 1939, issue of the REAL ESTATE ANALYST, construction 
| costs of a thirty family reinforced concrete apartment building are 

given in detail for each year from 1914 to 1939 inclusive. The chart on 
page 22 of this issue, and the table below give income, expense, and net 
income for the identical apartment by years during the same period. The 
chart on page 24 shows the net income before taxes and depreciation are 
deducted. Depreciation is calculated each year as 2% of the cost of the 
improvements as given in the November, 1939, REAL ESTATE ANALYST. On this 
chart the rate of return in per cent is indicated by the solid black line 
This is the relation of the net income after the deduction of taxes and 
depreciation, to the total cost of land and improvements. 


It is believed that these figures represent the actual condi- 
tions in Saint Louis with a reasonable degree of accuracy. They are cal- 
culated from an identical apartment actually built in Saint Louis and 
from data, indexes and information collected in the appraisal of many 
apartment properties. A site of comparable environment and equal desira- 
bility is used each year. Also, no reduction in rents due to obsolescence 
of neighborhood or property is made as a new property is assumed for each 
year. While the data used covers the City of Saint Louis, it is believed 
to be fairly representative of other metropolitan cities. The table gives 
the figures used which can be adjusted to meet differing conditions in 
other cities if so desired. 


It will be noticed that the rate of net return was above 6% 
only during the period from 1920 to 1926 inclusive, out of the entire 27 
years. It rose above 9% in 1921, 1922 and 1923. In all other years the 
rate of net return was below 6%,dropping below 2% in the years 1917,1918, 
1934, 1935 and 1936. The charts show that in 1925 things started to slip 
due to lower rents, greater loss in gross income and consequent less net 
income, making it below the net income of the previous four years. 


It is generally recognized that the net rate of return after 
depreciation represents a sound measure of the incentive to build. When 
this rate is high, there is a strong incentive to construct comparable 
properties; when this rate is low, such incentive is lacking. While there 
is a definite lag between the actual construction and the incentive to 
build, which is estimated to be between two to three years, the fact that 
over 71% of apartment properties built during the twenties were con- 
structed from 1925 to 1930 indicates some incentives other than the net 
returns from the projects themselves. 


With the wisdom of hindsight, it is apparent that the control- 
ling incentives to build apartment properties in the golden twenties were: 
(1) the strong demand of the public for the now historic 6% gold bonds; 
(2) the high financing fees and profits to the mortgage banker, and (3) 
contractors' profits. When these incentives replaced the only sound in- 
centive of net return, warped judgement took the saddle and rode for a 
fall. 
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+ + se © - 5c cd } 
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1916 15, 368 2,538 , rl WR 2c ER 1 2 5 
e : , , l, ¢ 4,368 37h - _ 
oe soe “ ec : ae a ; yee a 4. 
1918 16,478 308 2 gor < oak <0 S 
e) 4 , i 2 H 
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el, l, »/14 ; 2» ] +0€ 6 7 
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Y C < 9 Lh» 4 + PT z 14 } Sy 
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1921 31,080 1 4 4a 7 
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Ye 1,2< uuy } <a 
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CONTINUED FROM PAGE 23 


Enthusiasm and over-optimism of persons who did not know were 
universal throughout the country. Dependence on experience alone, a lack 
of facts and ignorance of basic principles must be the only real alibi of 
those who were then in charge. To claim that these men knew the conse- 
quences of their actions, and then gave false advice, loading friends and 
clients with questionable and in some cases worthless bonds, would be an 
unwarranted accusation. We confess that at that time we, too, were ig- 
norant of the existence of a real estate cycle. It was only after the de- 
pression was well under way that intense research was undertaken, which 
led to the formation of this company in 1932. 


Since the twenties, more effort has been expended to collect 
facts and to determine the underlying principles which cause real estate 
to fluctuate in wide swings than in the previous fifty years. Real Estate 
Analysts, Inc., discovered the real estate cycle which has remained re- 
markably uniform as to length and intensity for 150 years, regardless of 


wars, disasters, political parties or monetary changes. Vast amounts of 
information on the fundamentals of real estate are available today which 
in the twenties were unknown. Certainly, in the field of real estate, 


there is available today to the owner, the mortgagee, construction inter- 
ests, mortgage banking interests, the property manager and the broker, a 
storehouse of collected knowledge for the guidance of their operations. 
Because of this, they may today anticipate future trends--in spite of the 
present European war--with an assurance not formerly possessed. 


It is difficult to attempt comparisons between 1925 and 1940. 
In the former period, construction was going ahead at a rapid rate, the 
building industry was employed to near maximum capacity, material prices 
and wages were high and profits were large. High rents, large financing 
fees,high interest rates and an active real estate market made operations 
profitable to the property manager, mortgage banker and broker. Those 
were golden days for the various agencies of the real estate business. 


Today, conditions are practically reversed, with construction 
staggering ahead at a slow pace which is a fraction of capacity, material 
prices are comparatively lower, and wages paid represent compromises of 
high wage scales with meager profits to contractors. In the present pe- 
riod of low rents, interest rates and financing fees as well as an inac- 
tive real estate market, the various agencies in the real estate business 
are necessarily complaining of poor business. 


To practically all interests in the field of real estate, 1925 
would naturally be the choice with the exception of the two most impor- 
tant interests in apartment properties, namely, the equity owner and the 
mortgagee. These two interests made no profits in 1925, and unknowingly 
were set to slide to disaster. Today, while all other interests are hav- 
ing difficult times, these two vital interests are in a much more favor- 
able position. For these two interests, the position in 1925 can be lik- 
ened to the sun past its meridian and starting towards its setting; while 
today, the morning sun is just rising on the horizon. 
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